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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: |In separate notices of deficiency, respondent

determ ned the foll ow ng deficiencies and additions to tax:

1 Cases of the following petitioners are consolidated

herewith for purposes of trial, briefing, and opinion: Estate of
Edna B. Hunter, Deceased, Shirley Hunter, Adm nistratrix, docket
No. 3658-98; and EV Hunter Trust, Shirley M Hunter and T.

W Il iam Dowdy, Co-Trustees, docket No. 3676-98.
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Re: Edith H Hornberger, docket No. 3656-98:

Addition to Tax
Year Defi ci ency Sec. 6651(a)

1992 $744, 724 $47, 810

Re: Estate of FEdna B. Hunter, Deceased, Shirley M Hunter
Admi nistratrix, docket No. 3658-98:

Addition to Tax
Year Defi ci ency Sec. 6651(a)

1992 $722, 052 $180, 513

Re: EV Hunter Trust, Shirley M Hunter and T. WIIliam Dowdy, Co-
Trustees, docket No. 3676-98:

Addition to Tax
Year Defi ci ency Sec. 6651(a)

1992 $722, 238 $166, 397

The deficiency and addition to tax in each of these
consolidated cases is a duplication of the deficiency and addition
to tax in the other cases.

Fol | om ng concessi ons by the parties, the issues for decision
are: (1) Wether interest on estate taxes paid by the EV Hunter
Trust (the trust) in 1988 and deducted by the trust’s grantor
Edith H Hornberger (petitioner), on her 1988 anended i ndi vi dual
tax return, and refunded by the Internal Revenue Service (IRS) to
the Estate of Edna B. Hunter, Deceased (the estate), in 1992

constitutes incone in 1992, pursuant to the tax-benefit rule, to
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the estate, the trust, or petitioner; and (2) whether a section
6651(a) addition to tax for failure to tinely file atax returnis
appl i cabl e.

Al'l section references are to the Internal Revenue Code in
effect for the year under consideration. All Rule references are
to the Tax Court Rules of Practice and Procedure. Al doll ar
amounts are rounded.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are found
accordingly. The stipulation of facts and the attached exhibits
are incorporated herein by this reference.

Backgr ound

Petitioner resided in Springfield, Virginia, on the date her
petition was filed. The |egal address of both the trust and the
estate was in Springfield, Virginia, at the tine they petitioned
this Court.

Decedent and Her Estate

Edna B. Hunter’s (decedent’s) only child, Herbert C Hunter
(M. Hunter), was married to Shirley M Hunter (Ms. Hunter). M.
and Ms. Hunter had a daughter, petitioner, who was born on
Novenber 3, 1968. M. Hunter was nurdered in 1976

On April 11, 1984, decedent died intestate, |eaving an estate
valued at over $20 million to petitioner. Ms. Hunter qualified

and served as the adm nistratri x of decedent’s estate. Ms. Hunter
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retained Henry Clay (M. Cay), the famly accountant and attorney,
to advise her and to prepare |egal and tax docunents for the
est ate.
The Trust

On Novenber 11, 1986, 8 days after her 18th birthday,
petitioner executed a trust indenture? pursuant to which an
irrevocable trust was established. The trust was to exist until
Novenber 3, 2003 (the date petitioner would turn 35 years ol d);
however, the terns of the trust indenture could be nodified or
anmended (and the trust could be termnated) at the end of each 5-
year period during the termof the trust provided the change (or
term nation) was agreed to by all of the trustees and petitioner.
Utimately, all of the assets petitioner inherited from the
decedent were placed into the trust.

The trust had three cotrustees: T. WIIliamDowdy (M. Dowdy),
Ms. Hunter, and M. Cay. M. Dowdy, an attorney, dealt with real
estate issues (particularly condemation proceedings and other
matters requiring court appearances). Ms. Hunter acted as a
Iiaison between petitioner and M. d ay. Pursuant to the
provi sions of the indenture, two trustees could act on any matter
within their collective authority; in reality, M. day alone

determ ned the anmobunt of the trust distributions.

2 The trust was established at the recommendati on of M.
Clay. At the tine petitioner signed the trust indenture, M.
Clay did not explain to her how the trust woul d operate.
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M. C ay managed and controlled the trust, its assets, and all
rel evant files relating thereto. He alone (1) assuned
responsi bility for investnent decisions, (2) nmade distributions to
petitioner, (3) maintained the trust books and records, and (4)
prepared and filed tax returns and supporting docunentation. He
prepared annual accountings of the trust’s finances on behalf of
the cotrustees (depicting distributions fromthe trust as well as
assets contained in the trust).

As of spring 1993, M. Cay had fallen a few years behind in
preparing these accountings because nost of the trust assets
consi sted of uninproved | and near Springfield Mall, which was tied
up in condemation proceedi ngs.

M. Cay believed that petitioner was too young to conprehend
t he substanti al inheritance she had received. He took the position
that only after petitioner becane ol der woul d she appreciate the
size and type of assets inherited and be in a position to properly
manage her inheritance. Consequently, M. C ay provided petitioner
with mnimal information regarding her inheritance: he did not
prepare any statenents detailing the size or conposition of the
trust assets, the inconme generated by the trust, or the anmounts of
distributions or expenditures of funds that were nade on her
behal f. Because of M. Cay’s philosophy, petitioner was cl uel ess
as to the size and type of the trust assets. Petitioner was aware

only that the trust assets included real estate, which she believed
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had a value of $1 to $2 mllion.

The Estate’s Form 706 and Petitioner’s 1988 Anended Return

On January 11, 1985, the estate tinely filed a Form 706, U.S.
Estate Tax Return, reporting $7, 333,264 as the estate tax due. At
the time the return was filed, the estate remtted $2, 833,264 as a
partial paynent. The return was audited, and a notice of
deficiency was issued determning an additional estate tax
liability of $4,802,358 and additions to tax of $607,017. The
estate did not contest the deficiency or additions to tax, and they
were duly assessed.

Bet ween January 21, 1985, and COctober 18, 1988, a total of
$16, 403, 665 (i ncl udi ng the $2, 833, 264 partial paynment renmtted with
the return) was paid toward t he bal ance due (pursuant to the estate
tax return, the deficiency and additions to tax, and the statutory
interest). The trust paid a portion of this balance in 1988
i ncludi ng $2, 357, 493% of interest on the estate’s deficiency.

M. Cay treated the trust as a conplex (taxable) trust in
preparing and filing the trust’s fiduciary incone tax returns.*
Accordingly, the trust’s 1988 Form 1041, U. S. Fiduciary |Incone Tax

Return, reflected a total $2,724,752 deduction for interest paid,

3 In the parties’ stipulation of facts, the figure for
interest paid is erroneously reflected as $2,357,495. W use the
correct figure reflected on the return.

4 A conplex trust is a separate taxpayer subject to the
i ncone tax. See sec. 1(e).
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whi ch included the $2, 357, 493 pai d.

In October 1991, the IRS and the estate entered into a
settl ement agreenment in which the Federal estate tax liability and
additions to tax previously assessed were decreased in the
respective amounts of $4,122,736 and $1, 042, 403.

In | ate Septenber 1992, the IRS, the trust representatives,
and petitioner agreed that the trust should have been taxable as a
grantor trust pursuant to sections 671 through 678 since its
i nception.® Accordingly, in Novenber 1992, anended Forns 1041 were
filed for the trust, recharacterizing the trust as a grantor trust.
As a result of this recharacterization, the $2, 357,493 of interest
paid on the estate tax was attributed to petitioner and was
refl ected as an interest deduction on her 1988 anended incone tax
return.®

The Ref und Check

On February 18, 1992, the IRS issued a $10, 364,431 refund
check (the refund check) nmade payable to the estate. The refund

check included $2,290,469 in interest that previously had been

5 A grantor trust is not subject to the incone tax.
Rat her, all of the inconme and deductions pertaining to a grantor
trust nmust be taken into account by the grantor. See secs. 671-
678.

6 The “Expl anation of Change to Inconme and Tax Reducti on
For 1988" attached to petitioner’s 1988 anended return in
rel evant part states: “the adm nistrative expenses of the Hunter
Estate are to be flowed through the E.V. Hunter Trust (grantor
trust) and ultimately reflected on the individual incone tax
returns of Edith Hunter Hornberger.”
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assessed against the estate and paid by the trust, as well as an
additional $2,908,823 in statutory interest on the overpaynent.
The parties have stipul ated: “Upon receipt of the estate tax
refund check, the admnistratrix of the Hunter Estate provided the
check to Edith Hunter Hornberger, who negotiated it to the co-
trustees of the Hunter Trust, who deposited it into the Trust bank
account.”

O the interest conmponent of the refund check, petitioner
reported $2,866,927 (the portion which her representatives
calculated as the interest on the overpaynment) on her 1992
i ndi vidual tax return.” The remai nder of the interest conponent of
t he refund check, $2,290, 469, represented a return of a portion of
the $2,357,493 deficiency interest the trust paid in 1988.8

Nei ther petitioner, the trust, nor the estate reported the
$2, 290, 469 refund of overpaid assessed interest on her or its
respective 1992 return. No Form 1099-1NT or other informationa

return was issued to the estate or the trust.

! The parties now agree that (1) the interest on the
over paynment is $2,908, 823, and (2) the bal ance of $41,896 is al so
reportable by petitioner as interest incone.

8 On Mar. 18, 1999, respondent provided petitioners with
a copy of the IRS Ofice of Appeals posting voucher approving the
manual refund of estate taxes, additions to tax, and interest for
the estate refund. This posting voucher notes that the
$10, 364, 431 total paynents included $2,290,469 in interest
previ ously assessed against the estate. It also specifies an
addi ti onal $2,908,823 of statutory interest on the Federal estate
tax overpaynent that was included in the refund to the estate.
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M. Cday, Keith Hornberger, and the Trust Distributions

M. Cay managed the trust assets conservatively. Qher than
paying a portion of petitioner’s education and other |Iliving
expenses, he gave her a nodest nonthly cash all owance, which was
deposited directly into her bank account. In 1986, petitioner’s
nonthly al |l owance was $500.

Petitioner attended college part tinme and worked part tinme as
a bank teller. On July 2, 1988, she married Keith Hornberger (M.
Hor nberger). Follow ng her marri age, petitioner no | onger attended
school and began working full tinme. After the couple had children
(in 1989), petitioner ceased working outside their honme. At all
relevant tinmes, M. Hornberger was unenpl oyed.

M. Clay periodically increased petitioner’s nonthly all owance
but only after and in response to her requests.® M. Cay did not
approve of petitioner’s marriage to M. Hornberger. M. day
bel i eved M. Hornberger to be a freel oader; thus, he kept the trust
financial information from petitioner because he feared that M.
Hor nberger and his “questionable friends” mght try to “mlk” the

trust through petitioner.?

° At the tinme of petitioner’s marriage to M. Hornberger,
she asked M. Clay to increase her nonthly all owance.
Approxi mately a week later, M. Clay agreed to do so, increasing
her nmonthly all owance to $1, 000.

10 M. Cay's concern arose froman incident in the late
1980' s when the trust provided $40,000 to M. Hornberger in order
for himto start an autonobile detailing business. The funds

(continued. . .)
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Adding to M. Cay’s skepticism during 1992, M. Hornberger
experienced a bipolar nental disorder that becane progressively
worse. M. Hornberger threatened suicide and viol ence agai nst his
famly (i.e., he told Ms. Hunter that he would “cut her” or “slice
her up”). Petitioner was forced to nove with her children out of
the famly hone. She did not inform M. Hornberger of their
wher eabouts. M. Hornberger was then hospitalized for observation
several tinmes, and on Novenber 3, 1992, he escaped froma hospital.
After being confronted by police and the possibility of his arrest,
M. Hornberger agreed to a 30- to 60-day confinenent. He was
pl aced on nedication. In order to be convinced that he was
properly taking his nmedication, petitioner waited approximately 1
month after his release from the hospital to nove back into the
famly home in February or March 1993.

M. Clay objected to petitioner’s requests that the trust pay
M. Hornberger’s hospitalization bills, which, at the tinme, had
accurul ated to approxi mately $50,000. As a result of her strained
relationship with M. Cay, petitioner frequently approached her
mot her (as cotrustee) to intercede on her behalf in obtaining
additional funds fromthe trust. It was only after Ms. Hunter’s

intervention that M. Cay permtted the trust to pay M.

10, .. conti nued)
were qui ckly spent, and no busi ness was created. Fromthat point
on, M. Cay took a hard-nosed position with petitioner whenever
she requested additional funds fromthe trust.
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Hor nberger’s nedical expenses. By 1992, M. day increased
petitioner’s nonthly all owance to $2, 500.

M. day's Denise

From 1986 to 1992, M. day prepared the annual tax returns
for petitioner and the trust. Petitioner usually went to M.
Clay’s office to sign her individual tax returns. She generally
was not provided an opportunity to reviewthe returns; rather, M.
Clay had the return open to the signature page, and petitioner was
instructed to signit. M. Cay alone signed the trust fiduciary
income tax return; petitioner never saw this return.

During the fall of 1992 (at the age of 88), M. Cay suffered
several heart ailnents; his strength and physical endurance
weakened. On several occasions during the latter part of 1992, M.
Clay fell in the parking lot outside his lawoffice. H's falls and
physical condition resulted in his hospitalization on several
occasions in late 1992 and in early 1993.

Concurrently, M. Cay was the care provider for his wife, who
suffered from Al zhei ner’ s di sease. In | ate Novenber 1992, they
nmoved from the famly hone to the Palm Springs Retirenent
Community. M. Clay continued practicing law, going to his office
when possi bl e.

In early 1993, Ms. Hunter and M. Dowdy were aware of M.
Clay’s deteriorating health and periodically discussed with himthe

progress he had nmade regarding the preparation and filing of the
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required returns. M. Cay, who had remained nentally alert,
assured them that he was progressing in the usual manner in
preparing the 1992 fiduciary inconme tax return and the allocation
statenent for petitioner. During March and April of 1993,
petitioner inquired about her tax return with M. Cay and her
not her; she was told that the tax returns and grantor trust
al l ocation statenents were being prepared.

M. Clay infornmed the cotrustees that sufficient estimted tax
paynments had been previously nmade. He specifically inforned M.
Dowdy that if he was unable to conplete and file the 1992 returns,
he woul d prepare and file appropriate extension forns.

M. Cay’'s health continued to decline through the spring of
1993. On July 1, 1993, he was noved to a conval escent hone, where
he died 5 days |ater.

As a result of M. Cay' s deteriorating health, he neither
conpleted the 1992 information return for the trust nor filed the
necessary 1992 returns for petitioner, the estate, or the trust
within the prescribed period. (No extensions were requested.)
Followwing M. Cay's death, the surviving cotrustees retained a
certified public accountant to prepare and file 1992 tax returns
for the estate, the trust, and petitioner. On February 2, 1994,
the returns (a Form 1040 for petitioner and Fornms 1041 for the
estate and the trust) were filed for all three taxpayers’ 1992 tax

year.



Noti ces of Deficiency

Separate notices of deficiency were mailed to petitioner,

t he

trust, and the estate. The “Explanation of Itens” attached to each

of the notices stated:

Each notice also determ ned a section 6651(a) addition to tax.

Recovery of Prior Deduction

Per return $ -0-

As Corrected 2,290, 469
Adj ust nent 2,290, 469

Si nce you, and/or pass-through entities of which you are
beneficiary, recovered an anount deducted in a prior

year, we included it in your incone. Under the tax-
benefit rule and pursuant to the duty of consistency,
this amount is income to you. In accordance wth

| nternal Revenue Code section 61 incone from whatever
source i s taxable.

Interest I nconme fromIRS

Per return $2, 866, 927
As Corrected 2,908, 823
Adj ust nent 41, 896

Si nce you, and/or pass-through entities of which you are
a beneficiary, received interest incone on a refund from
t he I nternal Revenue Service, we have i ncl uded t he anount
shown in your incone.

ULTI MATE FI NDI NGS OF FACT

1. In 1992, petitioner received a refund of $2,290,469 in
interest that she had deducted as interest expense on her 1988
amended return.

2. Petitioner had reasonable cause for the late filing of

her

1992 Federal incone tax return.



OPI NI ON

| ssue 1. Tax-Benefit Rule

Respondent contends that the tax-benefit rule requires
petitioner to include in her 1992 incone the $2, 290, 469 refund of
interest which was deducted on her 1988 anmended tax return. In
the alternative, respondent asserts that that anount is includable
in the incone of either the estate or the trust.?!

The tax-benefit rule requires an anmount to be currently
i ncluded as incone to the extent that: (1) The anobunt was properly
deducted in a year prior to the current year; (2) the deduction
resulted in a tax benefit; (3) an event occurs in the current year
that is fundanentally inconsistent with the prem ses on which the
deduction was originally based; and (4) a nonrecognition provision
of the Internal Revenue Code does not prevent the inclusion in

gross inconme. See, e.g., Hillsboro Natl. Bank v. Conm ssioner, 460

U S 370, 383-384 (1983); Frederick v. Conmm ssioner, 101 T.C. 35,

41 (1993). A current event is an event that is fundanentally
inconsistent with the premses on which the deduction was

originally based when that event woul d have prevented t he deducti on

1 The deficiencies and additions respondent determ ned
agai nst the estate and trust are alternatives. Neither a
deficiency nor an addition to tax will be due fromeither entity
should we hold that petitioner realized income pursuant to the
t ax-benefit rule.
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if the event had occurred in the year of the deduction. See

Hillsboro Natl. Bank v. Conmi ssi oner, supr a; Frederick v.

Conmi ssi oner, supra at 41.

Petitioner maintains that the tax-benefit rule is not herein
appl i cabl e. She posits that the estate and petitioner are

di fferent persons—petitioner clainedthe interest deduction on her

1988 anended tax return; the refund check was payable to the estate
in 1992 (as the estate’s recovery in 1992 of the anount deducted).
Conti nui ng, petitioner asserts that it is of no consequence that
the trust (or petitioner) ultimately received the proceeds fromthe
refund check because it was the estate which had title to, and
possessed, the refund.

Respondent asserts petitioner’s positionis flawed, relying on
the stipulation agreed to by the parties: “Upon receipt of the
estate tax refund check, the admnistratrix of the Hunter Estate
provi ded the check to Edith Hunter Hornberger, who negotiated it to
the co-trustees of the Hunter Trust, who deposited it into the
trust bank account.” Respondent contends that although the refund
check was payable to the estate, the funds were returned in 1992 to
petitioner (who had taken the interest deduction on her 1988

amended return). ! According to respondent, it is inconsistent for

12 Respondent points to the stipulated fact that the 1992
refund check included “$2, 290, 468. 85 [which] represented a return
of part of the $2, 357,493 deficiency interest paid by the trust
in 1988.” Moreover, the parties stipulated that the anended

(continued. . .)
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petitioner to have cl ainmed a deduction on her 1988 anended return
and not reported the 1992 refund she received. W agree wth
respondent.

The trust originally paid the interest on the tax deficiency
and deducted that amount, $2, 724,752, as an i nterest expense onits
1988 fiduciary return. Wen this return was anended to reflect the
agreenent anong the IRS, the trust representatives, and petitioner
to recharacterize the trust as a grantor trust, the interest
expense deduction the trust had cl ai ned was al |l ocated to petitioner
and was reflected on her anmended 1988 income tax return. The
deduction resulted in a tax benefit in proportion to the full
anmount of the deduction. And the anmount was ultimately returned to
petitioner (via the refund check) in 1992. %

In sum the refund of the interest on the tax deficiency,

previ ously deducted, gives rise to taxable income under the tax-

2, .. continued)
return attributed “to Edith Hunter Hornberger all trust incone
and deductions, including the deduction for the $2, 357, 495. 08 of
interest paid on the estate tax.”

13 In Hllsboro Natl. Bank v. Commi ssioner, 460 U.S. 370
(1983), the Hillsboro Bank paid State taxes and deducted them
when paid, pursuant to sec. 164(e). Later, the State refunded
the taxes directly to the bank’ s sharehol ders. The Gover nnent
sought to include the shareholders’ refund of the State taxes in
the incone of the bank. See id. at 372-374. The Suprene Court
concl uded that “unless a nonrecognition provision of the |Internal
Revenue Code prevents it, the tax benefit rule ordinarily applies
to require the inclusion of incone when events occur that are
fundanental ly inconsistent with an earlier deduction.” [d. at
372.
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benefit rule. The $2,290, 469 petitioner deducted on her anended
1988 return went fromthe trust, to the IRS, to the estate, to
petitioner, and back to the trust. Petitioner and the trust parted
with no noney; consequently, it would be inconsistent to permt
petitioner to retain the benefit of the $2,290,469 deduction when

that anmount was refunded to her. See, e.g., Frederick wv.

Comm ssi oner, supra. Further, we are m ndful that respondent’s tax

benefit analysis is consistent with the Septenber 1992 agreenent
that the trust had been a grantor trust since its inception, as
reflected on the 1988 anended returns for the trust and petitioner.
Accordingly, we hold that the $2,290,469 refunded constitutes
income to petitioner pursuant to the tax-benefit rule for her 1992
tax year

| ssue 2. Section 6651(a) Addition to Tax

We now address whether the inposition of the section 6651(a)
addition to tax for failure to tinmely file a return is herein
appropriate. The section 6651(a) addition to tax can be avoided if
the taxpayer’s failure to file was: (1) Due to reasonabl e cause,
and (2) not due to willful neglect. See sec. 6651(a); Rule 142(a);

United States v. Boyle, 469 U S. 241, 245-246 (1985); United States

V. Nordbrock, 38 F.3d 440 (9th Gr. 1994). “Reasonabl e cause”

requires a taxpayer to denonstrate that he exercised ordinary
busi ness care and prudence and was neverthel ess unable to file a

return within the prescribed tine. See United States v. Boyle,
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supra at 246; sec. 301.6651-1(c)(1), Proced. & Admn. Regs.
W I ful neglect nmeans a conscious, intentional failure to file or

reckless indifference. See United States v. Boyle, supra at 245.

Petitioner ar gues t hat per sonal pr obl ens and t he
unavailability of records <constituted reasonable cause for
petitioner’s failure to tinely file her 1992 return. Respondent,
on the other hand, contends that petitioner could have obtained
sufficient information if she had so desired. W agree with
petitioner.

We are satisfied that petitioner was ignorant of the trust’s

| arge income and assets. She was not provided wth any
docunentation that would inform her what, if any, funds she
received from the trust were taxable incone. M. day, as

principal trustee of the trust, possessed and controlled the
financial records pertaining to the trust. The uncontradicted
testinmony reveals that M. C ay was extrenely secretive wth regard
to these records because of his concern about petitioner’s young
age as well as the undesirable qualities M. Hornberger exhibited.
He refused to hand over relevant information regarding the trust.
In addition, M. Clay did not permt M. Dowly or Ms. Hunter
access to the financial records.

Moreover, given M. Clay’'s previous track record, there was
nothing to suggest that he would be late in performng his

fiduciary responsibilities. Petitioner, Ms. Hunter, and M. Dowdy
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testified that although M. C ay was physically ill during 1992 and
1993, he remained nentally sharp until his death. Petitioner and
the cotrustees frequently inquired as to M. dday' s progress
regardi ng t he necessary tax docunents. M. Clay repeatedly assured
themof his progress. Absent M. Cay' s illness, undoubtedly, the
appropriate docunents woul d have been prepared and fil ed.

W have held that the inability of a taxpayer to obtain
records may constitute reasonable cause to justify setting aside
the failure to tinely file addition to tax. See, e.g., Berenbeim

v. Conmi ssioner, T.C. Meno. 1992-272; Connor v. Conmi ssioner, T.C.

Meno. 1982-302. W conclude that petitioner was unable to obtain
the necessary trust records from M. Cay, and consequently had
reasonabl e cause not to file her 1992 individual tax return, and
did not willfully neglect her duty to do so.

On the basis of the record before us, we conclude that
petitioner exercised “ordinary business care and prudence”, but
because of circunstances beyond her control, she was unable to file
her tax return tinmely. Accordingly, we hold that petitioner is not
liable for the addition to tax and respondent's section 6651(a)

determ nation i s not sustained.
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To reflect the foregoing and the parties’ concessions,

Deci sion will be entered

under Rule 155 in docket No.

3656- 98.

Deci sion will be entered

for petitioner Estate of Edna B.

Hunt er |, Deceased, Shirl ey

M Hunter, Adnministratrix in

docket No. 3658-98.

Deci sion will be entered

for petitioner EV Hunter Trust,

Shirley M Hunter and T. Wl liam

Dowdy, Co-Trustees in docket

No. 3676-98.




